Editor's Note: Reconsideration granted; decision nodified by Aroco
Production G., 148 I BLA 255 (1999)

AMOCO PRADUCTI N Q2
| BLA 95-301, 95-305 Deci ded March 24, 1998

Appeal fromDecisions of the Associate Drector for Policy and
Managenent | nprovenent, Mneral s Managenent Service, affirmng Qders
requiring a restructured accounting of the value of gas sold to an
affiliate and the val ue of scrubber condensate and flash gas. M 91- 0150-
QCS MVb 91-0149- acs.

Affirned in part, vacated and renanded in part.

1. Al and Gas Leases: Royalties: General ly--Federal Ql
and Gas Royalty Managenent Act of 1982: Royal ties

In val uing residue gas or gas plant products sold in a
non-arms-length transaction for royalty purposes,
reference is properly nade to conparabl e armis-1ength
sales fromthe sane plant. Mrketing costs are the
obligation of the | essee and, when it appears that the
sale price reflects the deduction of narketing costs, a
decision requiring the | essee to recal culate royal ties
on the basis of a val ue which includes the narketing
costs wll be affirned on appeal .

APPEARANCES.  Jonathan A Hunter, Esg., New Ol eans, Louisiana, for
Appel lant; Sarah L. Inderbitzin, Esq., Ofice of the Solicitor, Vdshi ngton,
DC, for the Mneral s Managenent Servi ce.

(PN ON BY ADM N STRATI VE JUDEE GRANT

These appeal s have been brought by Anoco Production Gonpany fromtwo
separat e Decisions of the Associate Drector for Policy and Managenent
| nprovenent, Mneral s Managenent Service (M), dated January 9, 1995. The
appeal of the Decision in M& 91-0150- ACS, docketed by the Board as | BLA
95-301, challenged the asserted i nproper val uation of gas produced from
Federal oil and gas | ease OCS-G 5000 and sold to Anoco' s affiliate, Amco
Gas onpany (A, fromJune 1986 through February 1991. This appeal al so
di sputed the asserted error in cal culation of royalties on scrubber
condensate and the alleged failure to pay royalties on flash gas. The
appeal of the Decision in M& 91-0149-ACS, docketed by the Board as |1 BLA
95- 305, contested the asserted under paynents of royalty on scrubber
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condensate and flash gas on a different lease. In viewof the simlarity
of the issues raised by these appeal s, they were consolidated for purposes
of reviewby Qder dated June 17, 1996.

Subsequent to receipt of Appellant’'s Satenent of Reasons (SR for
appeal in these cases, counsel for MM has filed a Mtion to Renand and
Answer. The Mition to Renand was grounded on a finding on the basis of
additional information provided wth Appellant's SCRthat Appel | ant has now
denonstrated that it does not owe additional royalty on either scrubber
condensate or flash gas. 1In consideration of the Mtion, we deemit
appropriate to vacate the Decisions appeal ed fromto the extent that they
hel d Appel lant |iable for additional royalty on scrubber condensate and
flash gas and renand the cases to MV on these issues. Hence, the
renai ni ng question before us concerns val uation of gas sold by Appellant to

This case commenced wth an OQder dated April 9, 1991, fromthe Dallas
Area onpl i ance Gfice, MM to Anoco regardi ng paynent of royalties on
production fromoil and gas | ease ACS- G 5000 fromJune 1986 t hrough
February 1991. It indicated that MW had conducted a review of royalty
paid and that its audit had di scl osed under paynents for certai n sanpl e
nonths during the audit period. The OQder stated:

Qur reviewdetermned that for the test nonths of June and

Qct ober 1986, March 1987 and March 1989, Anoco val ued gas sol d
under a Short TermlIndustria Mrket Program (STIMP) pursuant to
a non-arms-length contract between Anoco and AGC  The royalty
val ues were conput ed based on 90 percent of the nonthly wei ghted
average resal e price recei ved by AGC for Amco' s share of the gas
sol d under the STIMP, | ess the cost of transportation. The

wei ght ed average STIMP price neans a price per MU equal to the
sumof all STIMP sal es contract nonies payable to AGC for all gas
sol d each nonth divided by the total MBtU' s sold by AGCin each
nont h.

(Oder of April 9, 1991, at 1.) In order to bring royalty paynents into
conpliance wth the applicable regul ations, Anoco was directed by the Qder
to recalculate royalties due under the | ease frominitial production in
June 1986 t hrough February 1991 to "include 100 percent of the gas val ue
accruing to A&C" 1d. at 4

(oncerns about the val uation for royalty purposes of gas produced from
the | ease sold by Appellant to AGC were earlier disclosed in a Septenber
27, 1988, nenorandumfromthe Dallas Area Conpliance fice, M, to the
Chief, Royalty Valuation and Sandards Dvision, MM This nenorandum
indicated that the contract price was not an acceptabl e val uation for
royal ty purposes because, under the regul ations, no deduction fromgross
proceeds is allowed for narketing costs and the deduction fromthe AGC
price was considered to be a marketing fee. HFHnding that the gross
proceeds to the | essee had been reduced "by costs or fees for services
perforned by others which the | essee woul d ot herw se be required to
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performat no cost to the Federal lessor, i.e., narketing costs,"” the
nenor andum i ndi cated that "the gross proceeds accruing to the | essee nust
be increased, for royalty purposes, by an anount equal to such costs to
arrive at the value." (Septenber 27, 1988, nenorandumat 4.)

In a Decenber 7, 1990, letter responding to an MVB issue letter
relating this concern, Aroco chal | enged the assertion that val uation shoul d
be based on 100 percent of the AGCresale price. Appellant cited Arco
Production (o., 112 IBLA 77 (1989). Amoco asserted that in that case the
Board indicated that, under the Procedure Paper on Natural Gas Liquid
Products Val uation, MB w Il nornmal |y accept a non-arms-|ength contract
price for royalty purposes when the | essee can showthat the contract has
characteristics simlar to arms-length contracts which represent fair
narket value. Appellant further noted we recogni zed that the fact that
third- party contracts include deductions for narketing costs does not
establish that the price is not fair narket val ue.

Appel lant contends inits SCRfor appeal that the MMB Decision fails
to consider the rel evant regul ati on regardi ng val uati on of gas sol d
pursuant to a non-arms-length contract. Appellant asserts that, under the
regul atory revision promul gated in 1988, the regul ati on governi ng val uation
of processed gas not sold under an arms-length contract is relevant to
valuation of the gas sold to AGC 30 CF. R § 206.153(c). Under that
regul ati on, the val ue of residue gas or any gas plant product not sold
pursuant to an arms-length contract anmounts to the gross proceeds accruing
to the | essee, provided that the gross proceeds are equival ent to the gross
proceeds derived fromconparabl e armis-length contracts of |ike-quality
residue gas or gas plant products fromthe sane plant. Further, Appellant
argues that al though the pre-1988 regul ations did not specifically address
val uation of production not disposed of at arms length, the 1988
regul ation is properly applied retroactively in the absence of any
intervening rights of third parties or prejudice to the public interest.

Appel lant notes that the M O der nakes no reference to prices
recei ved under conparabl e armis-length contracts and asserts that MBis
unabl e to establish that the val uation used is | ess than any such pri ces.
Anoco contends that the prices given by M in response to its inquiry
regarding prices for gas processed and sold at the Matagorda H ant show
that its prices are conparable for 3 of the 4 sanple nonths and only 4
percent lower for the nonth of June 1986. Appellant argues that the MVB
Decision errs inits focus on the nanner in which the val ue under the
affiliated transaction is determned as opposed to conparing the val ue to
arms-length prices. Appellant contends that M has failed to present any
evi dence of val ues under arms-length sales to support its Decision. 1/

1/ Appellant also refers to defenses rai sed on appeal to the Drector
including the assertion that the MB O der unlawfully requires Anoco to (1)
performa self audit and (2) generate records not previously naintai ned.
onceding that this Board has rejected these defenses in prior cases,

Appel | ant expresses the desire to preserve the argunent in the
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Inits Answer to the SORfiled by Appel l ant, MV contends that Amoco
had a duty to narket its production at no cost to the lessor and that a
| essee cannot reduce the price by paying a third party to narket the gas,
citing 30 CF.R 8§ 206.157 (1987). The duty of the | essee under the 1988
regul atory revisions to place gas produced fromleases in narketabl e
condition at no cost to the lessor is also noted by M, citing the
valuation regulations. 30 CF R 8 206.153(i). It is pointed out by MVB
that this requirenent al so existed prior to the 1988 regul atory revi si ons.
30 CF R 8 250.42 (1986). Noting that Appellant's price for sale of the
gas to AGC was 90 percent of the resal e price received by AGC M ar gues
that it properly concluded that the deduction was for narketing expenses
payabl e by the | essee and, thus, not allowabl e as a deducti on.

[1] Ve recogni ze, as Appel lant notes, that the val ue of residue gas
or any gas plant product which is not sold at arms length is generally
determned by reference to the proceeds accruing to the | essee when those
are equivalent to the gross proceeds pai d under conparabl e arms-|ength
contracts for like quality residue gas or gas plant products fromthe sane
plant. 30 CF.R 8 206.153(c)(1). The issue raised by this appeal,
however, is not solely the proper regul atory standard for conputing
royalties, i.e., a conparable arms-length sale of gas or gas pl ant
products, but rather whether a deduction nay be all owed for costs incurred
to narket the production. This sane regul ation al so provides:

The lessee is required to pl ace resi due gas and gas pl ant
products in narketabl e condition at no cost to the Federal
Governnent unl ess ot herw se provided in the | ease agreenent.
Wiere the val ue established under this section is determned by a
| essee’' s gross proceeds, that val ue shall be increased to the
extent that the gross proceeds have been reduced because the
purchaser, or any other person, is providing certain services the
cost of

fn. 1 (continued)

event judicial reviewis pursued. In rejecting these argunents, we find it
sufficient to note that the Secretary is required by § 101(c)(1) of the
Federal Q| and Gas Royal ty Managenent Act of 1982 (FOIRW), 30 US C §
1711(c) (1) (1994), to "audit and reconcile to the extent practicable, all
current and past |ease accounts for |leases of oil or gas." See 30 CF. R 8§
217.50. This Board has hel d that FOERVA does not preclude the Secretary
fromdirecting a royalty payor to reviewroyalty accounts in order to
uncover underpaynents traceabl e to identified defects in the payor's
original calculation of royalties due. V¢ have al so approved the MVB
practice of sanpling certain | eases, or certain production nonths for
certain | eases, |eaving the payor the burden of uncovering all other

i nstances of systemc deficiency. Texaco, Inc., 138 IBLA 202, 204-05
(1997); Texaco Exploration & Production, Inc., 134 IBLA 267, 269-70 (1995).
Further, we note that at |east one court has rejected an operator's
argunent that such MVG practices inproperly required the operator to
undertake a "self audit” in contravention of FOGRVA Phillips Petrol eum
Q. v. Luyjan, 963 F.2d 1380, 1386 (10th dr. 1992).
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which ordinarily is the responsibility of the | essee to place the
residue gas or gas plant products in narketabl e condition.

30 USC § 206.153(i) (1994). 2/ The question of the relationship between
a conparabl e arms-length sal e price and the deduction of narketing
expenses has been anal yzed by this Board previously in the very case cited
by Appel | ant bel ow before M. Aroco Production G., supra. In that case,
we recogni zed that the fact that third-party contracts include a deduction
for marketing costs does not disqualify themas arms-length contracts or
establish that the price is not fair narket value. 112 IBLAat 83. W

al so hel d, however, that when the "price reflects deductions that nmay not
be nade in determning val ue for Federal royalty purposes, such deductions
nay be added to the contract price to derive the value of production for
royalty conputation.” 1d. The April 1991 MV Qder disclosed that the
10-percent deduction is distinct fromthe deduction of allowabl e
transportation expenses associated wth the gas. Accordingly, we find that
Appel lant has failed to showerror in the MV Deci sion requiring

recal culation of royalty on gas sold to AGCto include narketing expenses

i nproperly excl uded.

Therefore, pursuant to the authority del egated to the Board of Land
Appeal s by the Secretary of the Interior, 43 CF. R 8§ 4.1, the Decision
appeal ed fromis vacated and remanded in part and affirned in part.

C Randall Gant, Jr.
Admini strative Judge

| concur:

David L. Hughes
Admini strative Judge

2/ This regulatory requirenment was al so found in the regul ations in effect
prior to the 1988 regul atory revision. See 30 CF. R § 250.42 (1986).
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